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Introduction
International capital flows have proven to be necessary and efficiency
enhancing. However, as they often generate huge imbalances in the
balance of payments (BoP), the sustainability of the according current
account deficit is questioned. Two aspects are of particular importance:
what happens if the capital flows stop suddenly, and are the economic and
competitive conditions in the host country such that the capital inflows
can be invested wisely and profitably? These questions are at the centre of
this paper, which analyses the South African current account deficit. The
country, like many other emerging markets and transition economies, has
run high current account deficits in recent years; all these countries are
now under scrutiny.
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Even in times of prosperity and growth, a current account deficit is
perceived as a threat to stability. This position is driven by a strong mercantilist bias: trade surpluses are seen as a benefit to the country and are
claimed to be caused by the relative strength of own competitiveness.
Trade deficits are seen as bad and are viewed as being determined by
foreign countries’ unfair practices. However, the trade balance is only one
side of the BoP coin – the other side is the capital account. One has to analyse both accounts simultaneously to get a full picture (Freytag 2008a). If,
due to intertemporal decision making by the consumers of capital, capital
account imbalances occur, the whole balance of payments will be subject
to change, leading to higher imbalances of the current account and/or a
change in the country’s international reserves. From this perspective, it is
unclear whether a trade deficit is indeed a problem and an alarming sign
for the future of the country concerned or whether it is ‘a symbol of [its]
strength’ (Griswold 2001).
Despite this logic, in the wake of the recent global financial crisis and
the Asian financial crisis of the 1990s, the outcome of this perceptual
battle seems decided. Current account deficits in emerging economies
are seen as inevitably dangerous during these times. In the current
discussion two aspects overlap. First, emerging markets exports to the
industrialised countries shrank due to the sharp economic downturn.
This was accompanied by an undermining of general trust in open
markets, the global division of labour and in the benefits of significant
international capital flows. The second aspect is economically more
sophisticated. It is feared that the
Politicians in South Africa
emerging markets will experience
have added their policy
a sudden stop in capital inflows,
prescriptions to the growing
implying the causation of severe
list of restrictive proposals.
macroeconomic problems such as
real depreciation of exchange rates, imported inflation and credit
crunches.1 In both cases, populist suggestions for the appropriate policy
response by governments are similar. In both the European Union and
the United States, many politicians and voters have demanded both
comprehensive and expensive Keynesian programmes, and restrictions
on trade, as well as industrial policy measures. Politicians in South Africa
It is interesting to note that, in autumn 2009, capital inflows into emerging markets started to increase again
after plummeting in 2008 (Carnegie Endowment for International Peace 2009).
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